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THE FORECLOSURE OUTLOOK 


INCE 1957 the number of nonfarm real estate foreclosures per month has 
S practically doubled, as shown by the chart at the top of the following page. 

From the long-term viewpoint foreclosures are still running only 20 per- 
cent of their 1933 peak. Could it be, however, that the worsening business 
situation plus the fact that since the end of World War II we have built 2 million 
more new housing accommodations than the increase in the number of families 
have so weakened demand that many buildings might be thrown ona disinter- 
ested market? Would this depress prices and increase foreclosures as it did 
during the big depression? My opinion is that any repetition of the high fore- 
closure rates of the 1930’s is quite improbable, even though general business 
should deteriorate by a far larger percentage than now seems probable. 


I have many reasons for this belief. The chart at the bottom of the follow- 
ing page shows FHA and VA mortgages in default as a percentage of these 
mortgages outstanding. The relatively high foreclosure experience of the FHA 
in 1939 and 1940 was due primarily to the fact that all of the mortgages made 
by the FHA were relatively new and unseasoned. The longer the FHA has been 
insuring mortgages, the greater will be the percentage of all FHA mortgages 
being paid down to the point where they no lonzer involve risk. This same sit- 
uation is shown on VA mortgages, with the initial period in the 1940’s quite 
high and the trend at the present time relatively low. The behavior of neither 


of these lines at the present time would indicate any impending boom in fore- 
closures. 


From studies I have made of the real estate market during the past 33 
years I have become convinced that the primary factor influencing the value of 
existing residential properties is their replacement cost new. Only for rela- 
tively short periods do supply and demand bring about variations from the pat- 
tern which we would expect based on changes in replacement cost alone. The 
chart on page 587 shows the comparison between the replacement cost new of a 
six-room frame residence and the average selling price of an existing building. 
The rapid decline in the selling prices of existing buildings from 1928 to 1932 
was clearly the result not only of the depression, but of the drop in replace- 
ment costs which started in 1926. The rapid increase in the selling prices of 
existing buildings from 1940 to 1946 was due not only to the increases in the 
replacement cost but also to the great scarcity which existed at the time in 
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available dwelling units. Our figures would indicate that in 1946 a typical resi- 
dence of about 30 years of age would sell for just about its replacement cost 
new, giving no allowance for either depreciation or obsolescence. This high 
scarcity premium which existed for a short time is one of the few instances 
since 1913 when the relationship of supply and demand was dominant in deter- 
mining price. The other short period was in the middle 1930’s, when vacancy 
was excessive and, accordingly, depressed the price which could be secured 
for a residential building. 


This chart would indicate to me that until replacement cost new would drop 
by a sizable amount, the values of existing buildings will not drop by a sizable 
amount, and if the values of existing buildings do not drop, there would be lit- 
tle chance that foreclosures would rise sharply. 


There are other marked differences, of course, between the situation as it 
exists now and as it did exist in the 1920’s and 1930’s. The most obvious of 
these differences is the pattern of financing which has replaced the old 3- to 5- 
year straight loan. The great percentage of residential buildings in the 1920’s 
carried mortgages made for short periods, generally 3 to 5 years, without 
pay-off during that period. During ordinary times when these mortgages came 
due they could be renewed (for a fee), sometimes with and sometimes without a 
payment on the principal. If the borrower, however, happened to be unfortu- 
nate enough to have his mortgage 
come due in a period like the early 
1930’s, when credit was extremely 
tight, it became impossible to re- 
finance and properties were thrown 
on the market at distress prices by 
the borrowers in an effort to salvage 
whatever equity they could. So many, 
however, were thrown on the market 
that this depressed the market still 
further and foreclosures hit a tre- 
mendous peak. Each time a property 
was foreclosed,the property, written 
down to the value of its mortgage and 
sometimes below, was again thrown 
on the market for sale. Had it not 
been for the HOLC, foreclosures 
would have gone very much higher 
than they did in the 1930’s. 
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sured, are made on this basis, the greatest cause of the high foreclosure peaks 
of the past no longer exists. 


Let us suppose for an instant that unemployment should increase greatly in 
the period ahead and that many persons would find it impossible to meet the 
payments on their mortgages. Would this not bring on a foreclosure rise which 
would feed on itself and grow into boom proportions? In my opinion it would 
not, as I believe all financial institutions and the various agencies of the Fed- 
eral Government would go to almost any lengths to prevent a foreclosure epi- 
demic. Ithink mor‘eage lenders would be willing to renegotiate, lengthening 
terms of loans and reducing payments so that most of the mortgages could be 
kept intact. 


It has been suggested that a pe~iod of drastic unemployment might cause 
heavy withdrawals from savings institutions and that these withdrawals would 
tighten credit so that in self-defense the institutions would be forced to fore- 
close in order to stay in a solvent condition. In my opinion this is not true. In 
the first place, as unemployment increases confidence drops, and as confidence 
drops, consumer purchases drop and savings increase. The only reason for 
large withdrawals from savings institutions would be the fear of insolvency, 
and this has largely been eliminated through the insurance of all types of de- 
mand and savings accounts. It seems to me that a depression would increase 
the amount of money in these institutions looking for investment, and would be 


no reason why mortgage bankers would precipitate foreclosures which were not 
inevitable. 


By this I do not mean that foreclosures will not increase. I think they will, 
as there will be some loans which, because of unavoidable circumstances, must 
be foreclosed. While these foreclosures will work great hardship on the par- 
ticular individuals and families involved, they will not seriously affect the gen- 
eral economy. I have often told mortgage lenders that if they had no foreclo- 
sures in their mortgage accounts they were not making the maximum return on 
their mortgage portfolios. It is possible for a mortgage lender to screen ap- 
plicants so thoroughly that he makes only loans which involve no risk. ha 
competitive market this means that he must accept a lower rate than he would 
otherwise be able to get. The maximum return is secured by the mortgage 
lender who takes a reasonable risk, which may occasionally result in afore- 
closure, but where the added income from the higher interest rate more than 
offsets the occasional loss involved. 


It is my opinion that, while foreclosures will increase slightly, there is no 
great chance that they will get out of hand and cause any great loss to relative- 
ly conservative lenders 
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